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 2 
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 4 

FOR 5 
 6 

THE OFFICE OF REGULATORY STAFF 7 
 8 
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IN RE:  APPLICATION OF UNITED UTILITY COMPANIES, INCORPORATED 10 

FOR ADJUSTMENT OF RATES AND CHARGES AND MODIFICATIONS TO 11 

CERTAIN TERMS AND CONDITIONS FOR THE PROVISION OF WATER AND 12 

SEWER SERVICE 13 

 14 

 15 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 16 

A.  My purpose is to recommend the appropriate range for return on equity for United 17 

Utility Companies, Inc. (“United” or “the Company”).  I will present my conclusions and 18 

their bases for the appropriate return on equity for United.   19 

Q. WHAT STANDARDS GOVERN RATE OF RETURN? 20 

The Supreme Court of the United States set standards in two landmark decisions.  21 

In the first case, involving a water company, the Court declared: 22 

 23 

A public utility is entitled to such rates as will permit it to earn a return on 24 
the value of the property which it employs for the convenience of the 25 
public equal to that generally being made at the same time and in the same 26 
general part of the country on investments in other business undertakings 27 
which are attended by corresponding risks and uncertainties; but it has no 28 
constitutional right to profits such as are realized or anticipated in highly 29 
profitable enterprises or speculative ventures.  The return should be 30 
reasonably sufficient to assure confidence in the financial soundness of the 31 
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utility and should be adequate, under efficient and economical 1 
management, to maintain and support its credit and enable it to raise the 2 
money necessary for the proper discharge of its duties.1 3 

 4 

This decision, the Bluefield decision was later reinforced by the decision in 5 

another case, Federal Power Commission v. Hope Natural Gas Company: 6 

 7 

[T]he fixing of “just and reasonable” rates, involves a balancing of the 8 
investor and consumer interests….  From the investor or company point of 9 
view it is important that there be enough revenue not only for operating 10 
expenses but also for the capital cost of the business.  These include 11 
service on the debt and dividends on the stock…..  By that standard the 12 
return to the equity owner should be commensurate with returns on 13 
investments in other enterprises having corresponding risks.  That return, 14 
moreover, should be sufficient to assure confidence in the financial 15 
integrity of the enterprise, so as to maintain its credit and attract capital.2 16 

 17 
Q. DOES UNITED HAVE TRADED COMMON STOCK? 18 

A.  No, its stock is entirely held by Utilities, Inc. of Northbrook, Illinois, which also 19 

has no publicly traded stock.  Utilities, Inc. was purchased by Corix Utilities in 2012. 20 

Corix is owned by the British Columbia Investment Management Corporation. 21 

Q. IF NEITHER THE COMPANY NOR ITS PARENT HAS TRADED STOCK, HOW 22 

DID YOU PERFORM YOUR ANALYSIS TO RECOMMEND A RETURN ON 23 

EQUITY? 24 

A.  To develop a fair rate of return recommendation for United, I evaluated the return 25 

requirements of investors on the common stock of two groups of publicly held water and 26 

sewerage service companies.  I then applied to these two groups two well-known and 27 

generally accepted methods for determining a recommended return on equity, the 28 

                                                           
1 Bluefield Water Works & Improvement Company. v. Public Service Commission of West Virginia, 262 U.S. 679, 
692-3 (1923). 
2 Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 603 (1944). 
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Discounted Cash Flow (“DCF”) Model, Comparable Earnings Model (“CEM”), and 1 

Capital Asset Pricing (“CAP-M”) Methods. 2 

Q. WHY DID YOU EXAMINE DATA ON COMPANIES WITH TRADED STOCK? 3 

A.  First, United has asked to be treated as a publicly traded company by applying for 4 

a rate-based return-on-equity proceeding.  Second, publicly traded water utilities are, 5 

after all, in the same line of business as United and so share similar risks.  Third, data is 6 

far more readily available about publicly traded companies, so it is practical to use them. 7 

Q. HOW DID YOU SELECT THESE COMPANIES AND GROUPS? 8 

A.  For my DCF analysis I selected those companies classified as “water utilities” by 9 

Value Line or by Yahoo! Finance that engage in water distribution to customers and 10 

obtain most of their revenues from utility services.  For my CEM analysis I selected 11 

companies with comparable β’s to those of the companies in my DCF Proxy Group. 12 

Q. WHAT CAPITAL STRUCTURE DID YOU USE FOR YOUR ANALYSIS OF 13 

UNITED? 14 

A.  I used the structure in Ms. Pauline Ahern’s testimony at Exhibit PMA-1, 15 

Schedule 1, but not the cost rates. The Company’s debt is higher than it would appear at 16 

first glance.  The reason for this is Utilities, Inc.’s interest-only borrowing. Effectively, 17 

interest has been accumulating and will form a new basis to be repaid, so it acts like 18 

principle.  I will discuss the ramifications of the interest-only loan later in my testimony. 19 

Q. WHAT IS THE MOST IMPORTANT OVERALL CONSIDERATION IN 20 

DETERMINING AN APPROPRIATE RETURN ON EQUITY? 21 

A.  Determining comparability is the most important consideration.  Under the 22 

Comparable Earnings Model, which I use, there is a set of assumptions about production 23 



Direct Testimony of Dr. Douglas H. Carlisle             Docket No. 2013-199-WS           United Utility Companies, Incorporated 

September 30, 2013                                                                                                                                                  Page 4 of 15 
 

and capital inputs.  Under all other models, there are various assumptions about risk and 1 

these models all focus on adjusting risk to ascertain what companies are comparable to a 2 

regulated utility.  As a preliminary step, each of these risk-adjustment models identifies 3 

some benchmark or standard reasoned to be central to investors’ choices.  For example, 4 

under the DCF, the stream of benefits or cash-flow from dividends, is central.  Under the 5 

CAP-M, the Risk-Free Rate (“Rf”) takes center stage.  I will discuss these methods in 6 

more detail individually, later in my testimony. 7 

Q. WHAT IS THE ROLE THAT ASSESSING RISK PLAYS IN ESTIMATING A 8 

FAIR RETURN FOR UNITED? 9 

A.  For any regulated utility, one must determine the risks that the company faces in 10 

order to estimate a fair return.  An appropriate return reflects the return investors require 11 

to incur the risk that they face.  Economic principles dictate that the higher the risk, the 12 

higher the expected return.  So too, the lower the risk, the lower the required return.  A 13 

fair return, then, compensates investors proportionately to the risk they face.  A fair 14 

return balances investors’ and customers’ interests.  Too high a return places a burden on 15 

customers and over-rewards investors.  Too low a return places too high a burden on the 16 

utility. 17 

DCF Analysis 18 

Q. WHAT IS THE BASIS FOR THE DCF MODEL? 19 

A.  This model’s basic premise is that investors value stocks based on the stream of 20 

cash flows they can enjoy for the indefinite future and that the only certain flow of cash is 21 

the value of dividends received.  The DCF is a perpetuity, so cash must flow indefinitely; 22 

therefore, in the long run, dividend growth cannot exceed company growth.  If dividends 23 
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grew faster than the underlying company growth, the dividend would eventually become 1 

unsustainable and the model’s basic assumptions would be violated.  The growth in 2 

dividends, therefore, cannot exceed the growth in earnings.  In fact, all indicators of 3 

growth must, in the long run, grow at rates compatible with each other.  The DCF model 4 

is expressed by this formula: 5 

  K = D1/P0 + g;  6 

where K = cost of equity capital (ROE); D1 = current yearly Dividends per Share 7 

(“DPS”); P0 = purchase price; and g = growth. 8 

Q. HOW DO YOU TAKE INTO ACCOUNT THE ASSUMPTIONS ABOUT 9 

GROWTH IN YOUR ANALYSIS? 10 

A.  There are several steps for applying the assumptions of the DCF Model.  Each 11 

strategy, in logical order, points to the next. 12 

First, the DCF is a long-term model, so some temporary departures from a 13 

straight-line estimate of ROE are to be expected.  This reasoning implies that having 14 

several indicators of growth is better than having just one.  My analysis uses four 15 

indicators: 1) Earnings per Share (“EPS”) (Exhibit DHC-2); 2) Book Value per Share 16 

(“BVPS”) (Exhibit DHC-3); 3) Revenue or Earnings (Exhibit DHC-4); and, 4) Dividends 17 

per Share (Exhibit DHC-5).   18 

Second, my analysis adheres to a steady-state model by using several periods to 19 

calculate historical trends and to dampen any temporary divergences.  This method 20 

provides a more reliable guide to long-term growth.  For that reason, I have used three- 21 

five- and ten-year averages/means and medians. This approach lessens the impact of any 22 

transient phenomena.  Such reasoning appeals to common sense.  For example, an 23 
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investor would need some convincing evidence to believe that a company whose earnings 1 

and book value having been growing at 5% would suddenly grow at 25%.  On the other 2 

hand, true departures from the trend have to be recognized. 3 

Third, my approach recognizes the importance of analysts’ opinions.  Although it 4 

might seem that analysts make their living discovering new trends or departures from old 5 

ones, their predictions also moderate analyses based strictly on historical data and add 6 

some balance to the estimation of growth.  Investors know about analysts and may 7 

consult them and be influenced by estimates. 8 

Q. HOW DOES YOUR DCF ANALYSIS CONFORM TO THE MODEL WITH 9 

REGARD TO THE OTHER TERMS OF THE BASIC DCF EQUATION?A. 10 

 The term, D1/P0, finds a simple expression as Dividend Yield.  A very narrow 11 

interpretation of the formula would insist upon using a price from the previous year and 12 

determining the yearly dividend paid as of a year later.  Investors know about companies’ 13 

history of dividend increases, however, and they expect increases if a company has a 14 

history of increasing dividends.  Companies announce their intention to maintain or 15 

increase their dividends during the year and price data tends to be an average of prices 16 

over time (as in Exhibit DHC-9), so the current dividend yield reflects what has happened 17 

leading up to the current moment.  Thus the problem with the dividend yield is not 18 

knowing what it is at a given moment, but rather that investors expect it to grow.  Since 19 

investors know that any given company may announce an increase in its dividend in the 20 

upcoming twelve months after the dividend yield information is available, a simple 21 

convention to recognize such possible increases is to multiply the yield by half-again the 22 

growth rate, producing this modified equation: 23 
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  K = ([D1/P0]*(1+(½ g)]) + g  1 

  While this equation may seem to violate the assumptions of the DCF by having 2 

dividends outpace growth or by restricting dividends to a growth rate below companies’ 3 

growth rates, in fact it is consistent with the model.  Expectations of growth are simply 4 

applied to dividend yield in this equation.  Dividend yield is brought into balance with 5 

growth, because expectations are incorporated into both parts.  The difference between 6 

how expectations are incorporated is that, for growth, they are incorporated in the 7 

development of the “g” number, whereas, in the dividend yield, they are incorporated in 8 

the equation itself. 9 

Q. WHAT DOES YOUR DCF ANALYSIS INDICATE? 10 

A.  My DCF analysis indicates that the appropriate ROE for the Company is 9.60%.  11 

This number came partly from increased future dividends and dividend yields, partly 12 

pushed by changes in capital gains but was also came from the steady rate of increase and 13 

forecasted rates of increase in Sales, BVPS, and EPS (Exhibit DHC-6).    14 

  As discussed earlier, the effect of using multiple periods dampens the recent 15 

three-year trend EPS, which would have produced excessively high ROE’s, had it been 16 

used alone.  The long-term growth is slower than the short-term growth.  The latter shows 17 

a sudden jump, and the median result shows that the greatest jumps came from the larger 18 

companies.  The two largest companies, American States Water and American Water 19 

Works, had the highest gains in EPS, followed by SJW Corporation and another large 20 

company, Aqua America.  All of these EPS results are shown at Exhibit DHC-2, p.2 of 3.  21 

 22 
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CEM Analysis 1 

Q. WHAT THE BASIC PREMISE OF THE CEM? 2 

A.  This Model focuses on the costs of goods and services that generate earnings.  For 3 

this reason, CEM analyses look at changes in book value.  Changes in book value 4 

indicate a greater capacity to produce.   5 

Q. WHAT ARE THE MAJOR CONSIDERATIONS IN IMPLEMENTING THE CEM 6 

AND HOW DID YOU ADDRESS THEM? 7 

A.  The Model does not indicate a single approach to ascertaining what is comparable 8 

and so analyses often look at great quantities of data over long periods of time.  Analyses 9 

may use whole sectors of the economy, several sectors of the economy, or even stock 10 

indices and show several decades of results.  While such approaches mitigate threats to 11 

the Model there is no single standard for comparability and so conclusions from the data 12 

tend to be judgmental.  Although there is nothing wrong with applying judgment to 13 

interpret results, I have elected to use a more formulaic approach in order to make my 14 

analysis more transparent. 15 

  The standard I used to select comparable stocks was the range of β that Value 16 

Line provides for the companies in my DCF Proxy Group.  Leaving aside academic 17 

arguments about its predictive value, β has intuitive appeal because stocks whose prices 18 

vary in the same manner as those of traded water and water and sewer companies 19 

probably have something in common with regard to their earning capacity.  To further 20 

ensure comparability, I selected only stocks whose β’s for ten years did not stray very far 21 

out of the range of my DCF Proxy Group’s.  This approach produced a CEM Proxy 22 
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Group that was fairly large – having 137 companies – and that covered several market 1 

sectors (Exhibit DCH-13). 2 

Q. HOW DID YOU APPLY YOUR RATIONALE AND PRECAUTIONS WITH 3 

REGARD TO THE CEM? 4 

A.  I determined the β’s of the utility companies stocks composing my DCF Proxy 5 

Group (Exhibit DHC-7).  I then used Value Line’s database to select companies whose 6 

β’s fell within this range and eliminated companies in the financial services sector.  7 

Removing financial companies was an application of judgment based on my conclusion 8 

that such companies would either lag the overall market or enjoy large rebounds due to 9 

the large role the financial sector played in the recession from which our country is still 10 

recovering.  Either lagging or surpassing otherwise comparable companies would make 11 

the financial companies atypical and reduce comparability. 12 

  Having obtained a variety of companies with comparable β’s, I examined the ten-13 

year β-ranges of the companies.  Since the overall market has a β of “1,” it is logical that 14 

the CEM Proxy Group should not contain any companies that were as risky as the overall 15 

market, so I eliminated any companies that had reached that level, which is .15 above the 16 

highest company in my DCF Proxy Group (Exhibit DHC-7).  I placed a ten-year β-floor 17 

of less than .15 below the lowest company in my DCF Proxy Group.  The selection 18 

procedures produced a CEM Proxy Group of 137 companies with many different lines of 19 

business among them.  20 
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Q. WHAT INFORMATION ABOUT THESE CEM PROXY GROUP COMPANIES 1 

DID YOU OBTAIN? 2 

A.  I obtained the ten-year book value growth for each company and the Value Line 3 

projected book value growth.  I then calculated my CEM results from this group, using 4 

several different procedures. 5 

Q. WHAT WERE THESE PROCEDURES AND WHY DID YOU TO USE SEVERAL 6 

PROCEDURES? 7 

A.  I first calculated the simple average or mean book value growth of the CEM 8 

Proxy Group, but I was aware that a few companies had rather extreme values.  As a 9 

precaution against allowing a few companies to exert too much influence the calculation, 10 

I included the median of the values and then calculated the average of the mean and 11 

median growth in book value, for the historical ten-year period and for the predicted 12 

growth (Exhibit DHC-13).   13 

  As a defense against variation in book value growth among different levels of β, I 14 

divided the CEM Proxy Group into different β-ranges – stratifying the Group – by taking 15 

the mean and median of each range and then averaging the ranges.  I averaged the 16 

stratified and unstratified results.  To reflect the distribution of β’s within the DCF Proxy 17 

Group, I weighted the stratified results.  I averaged this result with the previous result. 18 

  The average of the historical and projected book value results is a 10.174% 19 

growth in book value.  The average of the stratified historical and projected book value 20 

results is 9.713%.  These two results averaged together yield 9.943%.  The average of the 21 

weighted stratified calculation was 9.262%.  Averaging this number with 9.943% 22 

produces 9.603%, which is my CEM result (Exhibit DHC-13, p. 5 of 5).  It should be 23 
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noted that stratification receives more emphasis using my procedure as a means of 1 

ensuring comparability with water companies with traded stock. 2 

Q. IS THIS METHODOLOGY BASED MOSTLY ON STRESSING THE 3 

IMPORTANCE OF β? 4 

A.  No.  Although β plays a major role in the analysis, the CEM Proxy Group 5 

contains a very wide diversity of companies, from IBM to PetSmart, from Microsoft to 6 

Johnson & Johnson. The CEM is influenced by several sectors of business, each with its 7 

own characteristics apart from how its stocks co-vary with the market.  Furthermore, this 8 

methodology stresses book value growth, as opposed to dividends or the hurdle- or 9 

risk-free-rate .   10 

CAP-M Analysis  11 

Q. WHAT IS THE BASIC PREMISE OF THE CAP-M? 12 

A.  This model assumes that there is a knowable Rf, Market Rate of Return (“Rm”), 13 

and Equity Risk Premium (“ERP”).  In this respect, it belongs to a family of models and 14 

methods for which a risk premium is central.  The CAP-M uses the β statistic to adjust 15 

the ERP for the risk of particular companies, sectors, or even portions of companies. 16 

Q. HOW IS THE PREMISE REALIZED IN CAP-M ANALYSIS? 17 

A.  At the basic, general level, CAP-M uses the following formula: 18 

   K = Rf + (β * (Rm - Rf)), 19 

 Where K is ROE and the other notations are those I have discussed.  The innermost 20 

parentheses contain the ERP, which is adjusted for risk by β, with the assumption that all 21 

risks not captured by β can be diversified away. 22 
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Q. WHAT ARE SOME OF THE ISSUES SURROUNDING THE CAP-M AND ITS 1 

APPLICATION? 2 

A.  There have been debates about whether β properly measures systematic risk, with 3 

some researchers finding that it does not and others finding that it does.  Some people 4 

have taken issue with whether β should be adjusted, which is not an issue with my 5 

analysis, since I use Value Line’s adjusted β’s.  Another set of issues turns on whether 6 

the Rm is properly measured by the source, SBBI (a.k.a. “the Ibbotson book”) or whether 7 

different periods of time should be used.  Within that debate is another one on whether to 8 

use the arithmetic mean (“simple average”) or the geometric mean (or “compound annual 9 

growth rate”).  I use the latter because it reflects the long-term returns that stocks could 10 

actually have brought an investor. 11 

  Although those are the prominent debates, there is another issue concerning the 12 

third term of the CAP-M equation, Rf.  Although one could argue about whether highly 13 

rated corporate bonds are truly risk-free or whether one should use longer- or 14 

shorter-term Treasury securities, such discussions are completely overshadowed by the 15 

question of whether actions by the Federal Reserve Board have masked or distorted 16 

market forces in such a way or in such a degree that the Rf has been unknowable.   17 

Q. DO YOU BELIEVE THAT THE ISSUE WITH THE Rf IN THE CAP-M HAS 18 

BEEN OVERCOME? 19 

A.  While it may have been a concern when the Federal Reserve initiated its “Twist” 20 

policy of buying long-term Treasury securities, I believe that this concern is rapidly 21 

disappearing.  My reasoning is twofold.  First, there are clear signs that the Federal 22 

Reserve’s policy is coming to an end, albeit a very gradual one, and there are definite 23 
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market responses anticipating the end of the policy.  Second, it is possible that the policy 1 

will end sooner for longer-term securities than for shorter-term ones.  This second reason 2 

is that the “Twist” policy came about later than the initial intervention and the market has 3 

already anticipated an exit from it as demonstrated by the increasing steepness of the 4 

yield curve (see Exhibit DHC-11).  Since I consider the CAP-M to be more accurate 5 

either when there is notable interaction between idiosyncratic risk and β3 or in the 6 

long-run4, recent reactions to the mere possibility of a slowing of Federal Reserve 7 

purchases, sometimes called the “taper,” indicate that it is not too soon to use the CAP-M 8 

again.   9 

All professional economists who were polled by Blue Chip responded that they 10 

thought the Taper would begin this year5.  In other words, almost all of the economists 11 

thought that Quantitative Easing – the Federal Reserve’s purchasing of $85 billion per 12 

month in Treasury and mortgage-backed securities – would begin to end this year.  A 13 

decrease in purchases of Treasury securities by the Federal Reserve will decrease their 14 

price and increase their interest rates.  With higher governmental rates, the hurdle that 15 

corporate bonds will have to clear in order to attract investors will be higher, so it is 16 

likely corporate bond rates will rise, too.  For the CAP-M, the effect upon Treasury 17 

securities is the more important and more direct effect of the termination of Federal 18 

Reserve policy.  Market forces will once again set the Rf, and we will have a good idea of 19 

what the ERP is.  In fact,  the interest rates of Treasury bonds are already starting rise, 20 

which indicates that the market is “pricing in” this upcoming change. 21 

                                                           
3 “Beta Is Still Useful!”  a paper byYexiao Xu and Yihua Zhao, School of Management, The University of Texas at 
Dallas, November 2011 revision. 
4 Ravi Jagannathan and Ellen R. McGrattan, “The CAPM Debate,” Federal Reserve Bank of Minneapolis Quarterly 
Review, Vol. 19, No. 4, fall 1995, pp. 2-17. 
5 Blue Chip Financial Forecasts, Vol. 32, No.8, August 1, 2013, p.14. 
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Q. HOW DID YOU PERFORM YOUR CAP-M? 1 

A.  For the Rf I used the projected 30-year Treasury bond yield, using a projection 2 

from a poll of economists conducted by Blue Chip™.  This consensus forecast looks 18 3 

months into the future.  It is currently 4.1% (Exhibit DHC-8).  For the Rm, I used the 4 

compound average growth rate for stocks as published in Stocks, Bonds, Bills and 5 

Inflation, 2013.  I averaged the returns for the deciles of company size and obtained an 6 

average (geometric mean or compound annual growth rate) of 11.1% (Exhibit DHC-8).  7 

The ERP is the difference of these two numbers, or 7.0%.  The average β for the water 8 

companies in my DCF Proxy Group is 0.68.  When one multiplies 7.0% by 0.68, the 9 

result is 4.76%, which is the risk-adjusted ERP.  This step is necessary because not all 10 

equities are equally risky, so it is necessary to take into account how they vary with other 11 

equities, which is what β measures.  The calculation shows that a company comparable to 12 

United should receive 4.76% above the Rf, which is 8.86% (Exhibit DHC-8). 13 

Conclusion 14 

Q. WHAT IS THE RANGE OF YOUR RESULTS? 15 

A.  The top of my range is 9.60%, my CEM and DCF results rounded to the second 16 

percentile decimal, and the bottom of my range is 8.86%, my CAP-M result. 17 

Q. DO YOU HAVE A RECOMMENDATION WITHIN YOUR RANGE, BASED ON 18 

ANY SPECIAL CONSIDERATIONS THAT YOU BELIEVE APPROPRIATE 19 

FOR EVALUATING YOUR RANGE? 20 

A.  I suggest that more weight be placed on the bottom end of the range.  The parent 21 

company undertook an expensive form of debt at rates that were above the market at the 22 

time the debt was incurred and has shown no inclination to dilute that expensive rate.   23 
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Utilities, Inc. cannot escape the debt by paying off earlier without being required to make 1 

the lenders whole immediately and it has chosen to make significant payments by having 2 

an interest-only phase of the loan.  Undoubtedly, some portion of what the Company’s 3 

customers pay in their bills goes to pay the excessive interest incurred by the parent 4 

company.  Since the risk posed by this high rate did not arise because of any actions of 5 

United, United’s customers should not have to pay for it.  Accordingly, I recommend the 6 

lower end of my range.   7 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 8 

A.  Yes, it does. 9 



EXHIBIT DHC-I
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Office of Regulatory Staff
Economic Overview

United Utility Companies, Inc.
Docket ¹2013-199-WS

A Review of Some Major Events of the Recession and Recovery

Over the past five-and-a-half years, the United States has experienced dramatic economic

changes. The landmark for these changes was the March 2008 insolvency of Bear Steams. The firm's

hedge funds held subprime mortgages with large losses, leading to its sale to J. P. Morgan Chase. The

trouble spread to major Wall Street firms that had loaned money on the basis of assets that tumed out to

be worth less than thought. Falling prices of houses and equities reduced the wealth of households and

created uncertainty about the economy. The S&P 500 Index fell as much as 50% during 2008 and

housing prices fell I3% in the twelve-month run-up to the recession. A large number of banks and other

financial institutions had balance sheets that were suddenly deemed untrustworthy because they reflected

holdings of securities whose underlying value was tied to houses purchased with nontraditional

mortgages. The best known example of the sudden collapse in trust is the bankruptcy of Lehman

Brothers on September I5, 2008, the largest bankruptcy filing in U.S. history, with Lehman holding over

$600 billion in assets.

'hen

falling housing prices led to defaults and foreclosures, the value of corporate assets

suffered. Moreover, some financial instruments, such as credit default swaps, greatly magnified the

effects of declining value. Fannie Mae lost $29 Billion on Write-Downs. The Federal Reserve

announced that it planned to buy up $600 billion in debt and mortgage-backed securities from Fannie

"Lehman folds with record 613 billion debt". Marketwatch. 2008-09-15.
htt www marketwatch com news sto sto as x? uid= 2FESACOS-597A-4671-A205-
989FCC290520 &siteid=rss. Retrieved on 2008-09-15.
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Mae, Freddie Mac and Ginnie Mae, the three government-sponsored finance firms established to promote

home ownership.

As a result of steep drops in the value of assets and a dramatic drop in the willingness to lend, the

Federal Reserve began a series of cuts in the Federal Funds Rate, the rate at which it lends banks money,

starting with a half percent cut to 5.75% on August 16, 2007 and culminating in a drop on December 16,

2008 to a range between 0.0% and 0.25%. On November 10, 2008, the US Treasury announced

investment of 40 billion dollars in preferred stock of AIG. In the First Quarter of 2009, the Federal

Reserve purchased $ 1.25 trillion in mortgage-backed securities and $200 billion in agency debt.

On March 18, 2009, the Federal Reserve announced plans to purchase up to $300 billion of

longer-term Treasury securities. On June 24, 2009, it reiterated its plans to buy Treasury securities.

Because the Federal Reserve had set rates near zero already, it could not cut them much. If there were

deflation, real interest rates would rise, so its latest move circumvented the limitations of interest-rate

policy by injecting liquidity directly into the monetary system through a variety of devices but especially

through special credit facilities.

The Federal Reserve's special programs were designed to ease credit in the face of illiquidity

arising from the credit crisis that was both cause and result of the recession. Two measures of illiquidity,

the "TED Spread" and the "OIS-LIBOR Spread" had widened dramatically (see Exhibits DHC-I a). The

former is the difference between the Three-Month U.S. Treasury Bill rate and the London Interbank

Most of the rest of the above discussion comes from these sources:

Federal Reserve Bank of St. Louis: January 2009 "Man the Lifeboatsl" By Kevin L Kliesen; and,

"The Global Economic & Financial Crisis: A Timeline," Mauro F. Guillen Director of the Lauder Institute, Wharton
School, University of Pennsylvania [no date; see:
htt: lauderwhartonu ennedu a es df class info Chronolo Economic Financial Crisis d
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Offered Rate ("LIBOR"). The latter is the difference between the Overnight Indexed Swap ("OIS") and

LIBOR (see Exhibit DHC-Ib). Both of these indicators shot up during the credit crisis, but returned to

near-normal levels. As a result of the return to a more normal credit situation, the Federal Reserve let

these special facilities lapse.'s

some measure of confidence returned among financial institutions, lingering distrust and the

prospect of deflation led the Federal Reserve to begin its "Quantitative Easing" ("QE") policies in late

2008. Under these policies, the Federal Reserve sought to overcome the "Zero Bound" problem: the

inability to lower interest rates below zero. By buying US Treasury securities, the QE policies effectively

lowered interest rates below zero in order to avoid deflation, economic stagnation or decline, and to

stimulate the economy. Part of this effort involved a shifl into Treasury bonds away from shorter-term

instruments, a policy partly begun in the second stage of QE. The policy, known as the "Twist," involved

the Federal Reserve's getting out of shorter term Treasuries and into Longer-Term Treasuries in order to

stimulate lending in capital projects. As there have been indications that the Federal Reserve is about to

slow its purchases of Treasury securities, interest rates have increased. At the same time, additional

financial pressure has been placed on companies by recent changes in tax law, which increases the capital

gains tax on stock dividends and therefore the need for companies to increase their dividend yields.

Nonetheless, as GDP continues to grow and unemployment declines very slowly, the very slowness of

recovery from the recession five years ago should help companies with reliable growth.

Currently, the Federal Reserve remains on course, instructing the Federal Reserve Bank of New

York to purchase $85 billion per month, divided between mortgage-backed securities and longer-term

Treasury securities. In July, the Federal Reserve's Open-Market Committee maintained a target inflation

lt used to be the difference between the Euro-Dollar futures contract and the Three-Month U.S. Treasury Bill

rate, thence the name "TED" ("Treasury/Eurodollar")
Federal Reserve Statement, January 2009:

htt: federalreserve ov newsevents ress moneta 20090128a htm
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rate of no more than 2% and the target unemployment rate of 6.5%. Leading up to this meeting there

was some pulling back in stock values, tracked by the Federal Reserve itself:

Indi

Now

1 Exch
31, 19

srxod

Poor'ohxo

i1931

3 Exch
31, 19

Minutes of the Federal Open Market Committee, July 30-31, 2013. See:
htt www federalreserve ov moneta oli fomcminutes20130731 htm

htt wwwfederalreserve ov econresdata releases stockstats current htm
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Anxiety about "tapering," led to reactions such as this one reported in

Week: "U.S. stocks fell, giving the Dow Jones industrial Average its longest slump in 13 months, as

minutes of the Federal Reserve's July meeting showed officials support stimulus cuts this year if the

economy improves."'he market is beginning to react and to place prices on the consequences of

gradual Federal Reserve withdrawal from its current policies. While the Federal Reserve may not initiate

the Taper on any set schedule, there is little doubt that the change is coming and investors in the stock

market believe it is coming.

Bloomberg News, "U.S. Stocks Fall as Fed Minutes Show Support for Tapering," by Lu Wang and Alex Barinka
August 21, 2013. htt www businessweek com news 2013-08-21 u-dot-s-dot-stock-index-futures-decline-
before-federal-reserve-minutes
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BUSINESS: Artesian Resources Corporation, through its
subsidiaries, provides water, wastewater, and other services
on the Dclmarvs Peninsula. It distributes and sells water to
residential, commercial, industrial, municipal, and utility
customers in thc states of Delaware, Maryland, and Penn-
sylvania. Thc company also olfers water for pubhc and
private fire protection to customers in its service tcrritories.
In addition, it pmvides contract water and wastewater
services, water and sewer service bne pmtection plans, aad
wastewater management services, as well as design, coa-
struction, and engineering services. As of December 31,
2012, the company served approximately 79,000 metered
water customers through 1,162 miles of transmission aod
distributioa mains. Has 229 employees. Chairman, C.E.O.
dc President: Dian C. Taylor. Address: 664 Churchmans Rd.,
Newark, DE 19702. Teld (302) 453-6900. Interne:
http: //www.artesianwater.corn.

J.E

July /9, 20/3
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BUSINESSI The York Weler Cumpeuy h Ihe eldexl inveslorvwmud
n.guleled wslei ulilily in Ihe United Slales 8 hes opeiuled cuulie.
uuuvly since 1816 As of December 31, 2012, Ihe cumpeuy's aver.
sge deify avalebkly wss 35.0 million gsSuev eed 5s seivce leel.
lmy had an sxlimeled pupuleliee of 189 000 Hes mme Iheu 63,NS
cuslomeis Resldeebel cuslomms sccoueled for 63% d 2012 mvs-

We are initiating coverage of The
York Water Company this week in The
Value Line Investment Survey. It (s a
regulated water utility that purifies and
distributes drinking water to more than
83,000 customers fn Pennsylvania. The
company was founded ln ig)6.
The equity has performed well of late.
Over the past three months, the stock
price has advanced about 896. In com-
parison, the S&P 500 Index is up approx(.
mately 496 over the same time frame. In
our view, the outperformance stemmed
from some investors seeking more stable
stocks during the recent period of in-
creased volatility an Wall Street. On that
nate, shares of York Water are now trad-
ing near their 52-week high.
York stock now seems richiy valued.
The equity was recently trading at more
than 25 times our 20)3 share-earnings es-
timate, which Is higher than its h(storlca)
average, as well as the mu)tip)a we project
to the 20)6-20(8 time frame. Aii told, at
this time, we see little reason to take a
hellion here. According to our proprietary
anking System for Timeliness, York

shares will underperform the broader mar-

IN2 184.8

233.0 240.3

6.4% 64%
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24S

EJS

f9T
25$

T.gyi

Tolsl Cspgel gmEE
Nel Pbul iimN)
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nues, cummeicief eed Iodusliisf (29%); ulhei (8%) $ also provides
sewer billmg xeivlces. Iecuipuieled PA. York hed 103 lu54ime em.
pluyees el 12I31/12. PiesideeVCED JeEiey R Hines. Of.
lixsisldiieduix owe 12% u( the common slack (3I13 proxy). Ad-
dress. 130 Eesi Meikel Slieel Yuik, Peeexylveem 17401. Tele-
phone Ply) $45.360i. Ielemet www yuikwsleimm.

ket return over the next six to )2 months.
In addition, iooking lang term, the issue is
already trading well with(n our projected
Target Price Range for 20)8-20)8. We also
estimate that the dividend payout wlii
only increase at a modest annual pace.
The company's near- and long-term
prospects aren't compelling, though lt
does have an important rate case pending.
In order to recoup capita( Investments that
stemmed from maintenance outlays, York
submitted a request to the Pennsylvania
Utli(ty Commission for an Increase in
water rates of 57.( mli)ion per year. We
think that York will be successful, at least
partly so, in getting the hike approved,
wh(ch will help revenues and profits. Fur-
thermore, and most (mportant, water ls
one of the most essentials part of life.
Water providars, therefore, are almost as
crit(ca), and demand for water ought to
continue to grow along with the popuia-
t(on. However, In order to keep the water
(lowing. York will have to invest heavily in
improving its Infrastructure, which wgi
hamper pronts. Aii told, we project only
modest annual share.net gains.
Ian Cendler July T9, 20)3

(A) Oiluled esmiegs. Nexl earnings mpoil dus (C) In eueiues ed)uxied hi splits
~aly August
0) Oxrideuds hislmicsey paid ie mkhJeuuexy

IUdl, July, eed Odubei.
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OUSINESQ SJW Cefpem5un engages In Ihe produdinn, pur.
chess, slnfage, punficafhn, dishilmliuu. Cnd felail sale of water. It-

pfnvkfes wafer service lo eppmximalely 227,iNO cennecbuns Ihal
acne e pcpulabcn nl appmximalely une mibnn people in Ihe San
Jose area and 0,700 cunceclinns Ihal serve sppruxmslely 3S,000
resideuls h s senna area in Ihe fepien between San Anlonn aud

Auslin, Texas. Ths company nlfers nnfmgulaled wafer-relaled
secrices, hduding water syslem uperaliuns, cash nmillances, and
mainlenance cnnlrad cwvicac. SJW alen owns and operates cnm-
mercial mal eslale investments Has about 375 employees Chnnx
Chades J. Teexlskueaer. Inc: CA Address: 110 W. Taylor Slfeel,
San Jose, CA 95110. Tek (400) 279-7000. Iut www.a)wafer.corn.

SJW has a major rate case ponding.
The utliity filed a petition seeking hlghor
tariffs In early 20(2 with the ca)lfornla
Public Utility Commission (CPUC). SJW is
seeking to raise rates by 2(.5% in 26(3,
4.995 in 20(4, and (2.6% ln 20(6, rcspec-
tlvn)y. The CPUC has been reasonable In
its past faw rate cases, (with the exception
of the allowed return an equity), but clear-
ly SJW Is asking for large amounts of
money. Cases such as these are a chal-
lenge to regulators. There is a )ot of politi-
ca) pressure to keep rates low, but SJW
has presented a good case as to why It
needs the funds. For example, expenses
experienced large increases in 20(2 as the
cost of purchasing water alone, by far the
largest expense, rose by more than 2096.
We th(uk share nnt can rise by double
d(g(ts this year. While the CPUC ls con-
sldarlng the case, SJW was allowed to (m-

r
)ament higher rates on an interim basis.
ha company's share net can increase by

(0%, to $ (.36, even though there was a
diiutive equity offering this April that In-
creased the number of shares outstanding
by 6%.
Next year Is a b(t of o qunst(on mark.

While SJW Is coi)ecting hlghnr rates on an
intarlm basis, we have a good idea of what
its earnings wli) be. In 20(4, however. our
forecast ls more tenuous. The bottom line
wlii depend to a great degree on what the
CPUC's nna) ruling Is. Currently, we es-
timate a relatively reasonable ruling, one
that should enable the company's share
net to rise by a solid 6%, to $ (.40.
Cnp(tn( nxpnnditurns will be Sxur-
dnnsumn. Like most utliltlas, much of
SJW's infrastructure is outdated and In
need of modernization. The company ns-
tlmates that it wl() have to spend $ 100
miiilon annually over the next five-year
period for this purpose. Internally genera-
ted funds wlii fall far short of covering the
bl)L Thus, large amounts of debt and oqul-
ty offerings wll) be raqulred.
These shares are timniy. However,
whl)e narnlngs wlii probably do well dun to
the interim rate hikes, long-term total rn-
turns potent(a) Is subpar. Another nega-
tive is the chance of a harsh regulatory
ruling on the pending rate case, which
could Impair the company's potential prof-
it growth.
James A. Flood Ju/y 79. Zofy

A) Ddulnl earn'wgs. Exdudes xucecumng add due lemunding. (C) In mignns, ad)usled ler shxk spfils.
sees; '03. $197; OI. $3.78; '05, 51.091 96, (8) Dividends hiclnicaay paid m eady March.

$ 16.36, '09 $112; '10. 46II. Maxi earnings June, Seplembw,and December ~ Dn'drein-
repmt due lais August Iuarlnly aps. may nnl veslmanl plan avaRable
c tel 3 vun Uxc pubixhhl ltc xx udn xwuvcd fueui nucxal I~ cxniced am xwcxex hckvce lc I» «nhu ccc h pnnlded cxhwc waxucuc d any xcd.
THE PURUEIIER Is no1 REspoNENLETUR ncv ERRURE oR Umsslons HEREN. Ihc pvbkulcx hokey kv xubxcnn'x ewx on«xvxcnm. Inmei use. Rc pwl
d x nq le npcana rwdx mvce n eucxnm h my pwnl dwsccc a uiur fun ir nui khxEuxnuq u cwxnxg my pnul u auccnc lcmunn secs u ncacx
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BUSINESS: Middlesex Wale/ Cumpauy engages in Ihe ownership
aud upeiesee ul mguleied wafer ubbly sysbms in Nsw Jersey. Dei.
aware, aed Pennsylvania B aho epeialss wafer aud wsslewsiev
systems umlei mebad on behalf af mueiulpsl aud pihsle diesis ie
NJ sad DE. Ils Mddlesex Syslem puvidvs wsiei senhes iu 60,0N
ieiail suslumeis, pdmeuly iu Mddlesex Ceuuly, New Jersey. In

2012, Ihe Middlesex System acveueled for 65% of iulsl mveeues.
Al 12/JI/12, Sm company hed 279 empbyess Iusuqmialed NJ
Resideul, CED, aud Cheieuae Deeuh W Dua DNxen/diieduis
uwu 3.1% d Ihe common sleek, BleskRuck, 6 3Y; The Vanguard
Group, 57'5 (4/13 pmxy). Address: 1500 Rausue Road, Iseliu, NJ
08830 Tel. 732434.f500 Ieiemet www.mkldlssexwalei.corn

Middiesox Water haa a subpar histori-
cai record when it comas tu d)videud
growth. Over the past five and ID years
respectively, the water utihty has
managed to raise the annual d)vidcnd a
paltry ).5%. This is among the lowest per-
centages In the water utl)ity industry.
We don't expect this to change any-
time soon. Our forecast is for the rise In
the yearly payout to remain iu the )96-2%
range over the pull to 20)6-20)8. Part of
this Is dua to ths company'a existing high

r
ayout ratio which restricts future growth.
his is also why Middiesex's stock Is cur-

rent(y yie)ding the highest In the group.
(Investors are wiiiing to pay a premium
).e. accept a (ower yield in return I'or larger
dividend hikes In the future.)
Earn)ugs have been surprising on the
upside lately. For the third consecutive
quarter, the company has posted solid
ear-over-year quarterly compar)sons.
his is due mostly to higher res)dentia)

rates, which were implemented in 20)2's
third quarter. We think the $4 ml))Ion in
higher rates granted in Delaware and ad-
ditions) $ 8 ml))ion a)lowed in New Jersey
will be enough to ensure earnings por

share gains of )096 in 2013 and 5% next
year, despite the weakening )n other busi-
ness areas. (See below.)
A weak performance In the commer-
cial and industrial markets wBI pre-
vent n better earnings showing. In the
recent past, the company lost two big con-
tracts that totalled almost $ 5 ml))iorv in
revenue. In New Jersey, the borough of
Sayrevi()c, has decided not to renew it con-
tract for wholesale water when it ends this
August. Also, the c)oslng of a refinery
meant the loss of a maJor industrial com-
pany and $ 2.6 ml))ion In revenues.
Cnp)tn) investment will Iikaiy help
long term growth. The company plans
on spending almost $ 75 ml))lon on capita(
expenditures over the next three years.
Most of the money wl)) be directed toward
the higher-margined. resldentla) market.
which is much more predictable than the
commercial and Industrla) markets.
These timely shares are mostly for
momentum Investors seeking a high
currant-yieid. Other companies In this
group offer a )ower yfe)d but higher poten-
tla) total returns to 20)6.20)8.
James A. Flood July /9, 77773
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Connecticut Water has reached a
tentative deal with state official. In
sum, the utfllty agreed to reduce con-
sumers rates for the next two years and
not fli a now rate case seeking higher
tariffs untfl October 2015. The lower rates
will be made possible by Connecticut
Water passing through to the ratepayers a
tax refund from 2016-12 that. (t recently
queflfled for with the IRS. The agreement
was made with the Consumer Councfl and
the Attorney General but still must be

ivan Anal approval by the state's Pub)ic
cfllty Regulatory Authority (PUIRA.

The deal is uot as unfavorable to Con-
necticut Water as it sounds. In return
for the above concessions, going forward
authorities are ai)owing the uti)lty to es-
tab)ish a Revenue Adjustment Mechanism
that wfli allow it to iet the tax benefit
(from the same refund) flow through to
shareholders until the next rate case.
In fact, we are raising our warnings
Sat(mates for the company substan-
tially. We think that the new arrange-
ment wfl) add $ 0.20 to the bottom Ilne In
2013 and $ 6.10 in 2014. A)1 told, we be-
lieve that Connecticut Water can possibly
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Maine Acquired The Maine Welef Co, I/12, Biddofoal eud Saco
Welef, 12/12 Iocx CT. Hae aboui 260 employees. Chair.
maulPfeckleellCEO: Efk W. Thombufg. Ogicefs aod difeclocs uwu
22% of Ihe commou slack, SlackRock, Ioc. 6 7%, The Vanguard
Gawp, 5 3%. Address 93 Wevl Main Sheaf, Cliuloo, CT 06413
Telephone. (060) 66a6636 Web; www.clwalef corn

earn $ 1.66 this year, and $ 1.65 next year.
Is this a sign that the regulatory
climate iu Connecticut Is gettiug more
constructive? Long regarded as one of
the toughest places For utilities to operate,
this latest ruling seems fair to both the
ratepayers and the utility. (Value Line
currently ranks Connecticut's regulatory
c)(mate as Below Average.)
The higher projected earnings could
possibly give Connecticut Water a
window to start a more generous divi-
daud paying policy. Over the past five
and 10 year periods, the utl)ity's dividefcd
rowth rate has been roughly )96-296, well
e)ow average for a water utility. With

this potent)a) windfafl, Connecticut Water
could reward shareholders with perhaps
more chan the subpar 296 increase that we
were previously expecting.
Connecticut Water shares carry m 0
(Boiow Average) rank for Timeliness.
Despite the upbeat recent events, we
should remind investors that the deal with
regu)ators has not been finalize. Thus,
we'd advise staying on the side)ines for the
time being.
James A. Flood July l9, 2(773
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BUSINESS: Cahlomia Water Sanhe Gmep pnxiidee mgolaled and
nonnigolaled waler service le moghly OTINO cxxlomeva b 83
cemmendex In Celilomia, Weehingion. Hew Mexbo. Ond Hewai.
Main xenice sveaxi Sen Francbco Bay siuL Baoemenlo Veluy,
Salnax Valley, San Joaqvu Yaliey & pads d Loe Angeles Ac-
qeiiad Rio Grande Cmp: Weal Hawse Uweee (gigg). Revenue

Ca)(tom(a Water wiii most 1(koiy have
a down year in ZD23. In the firs
quarter, the company posted e loss of
50.03 a share versus our estimate of a
$ 0.04 gain mostly due to an accounting ad.
Justmcnt. Furthermore, over the remain-
Ing three quarters. the utflity wl)i proba-
bly experience negative year-over-year
earnings comparisons. This Is because of
the combination that Caiifornia Water Is
in need of rate reilef and that the large
equity offering It had In April should
dflute share net by roughiy )5%. For the
full year, we expect share earnings to fall
by over 2096, to $ 0.80.
A rebound seems probable In 2024,
however. Higher rates being In effect will
be the main reason for the Improved show-
Ing. In mid-ZQ(Z. the company fiied a re-
uest with the Caiifornia Public Utfllty
ommlssion seeking Increased rates of

nearly 20%. Based on some recent cases,
we think that regu(stars wfli permit a sub-
ar return on equity. but wifl overall,
end down a reasonable dada(on. Aii told.

we expect the company's share net to
reach $ (.05 next year.
The balance sheet has improved sig-

bmakdown, '12 rexideneal. 66% bnvwexx, 18'6; peale eolhoileex,
4%; hdoxklxl, 4%. alber 8%. '12 repwled depmcialion mie 2.8'h
Hax 1,131 employees Pvevdent Chairman, nnd Chiel Execolive
DNcer. Paler C. Nelson Inc i Delawam. Addmae 1720 Noilh First
Sheel, exn Jose. Caelomia 951124590. Telephone: 408-367-
0200 Iniemek www calweleignwp.corn.

niflcantiy. With the now completed 5.75-
mfliion- share offering, Ca)ifornia Water
has bolstered Its flnances. The long- term
debt-to-totai capita) ratio has gone fram
5296 at year-end 20)Z to 43% at the end of
the firs quarter, a large positive swing.
Going forward, the utlilty won't be able to
Internally fund afl of the capita) expendi-
tures required to update and modernize Its
Infrastructure. Thus, It will probably issue
debt which should result in moderate date.
rioratlon In the company's financla( posl.
Lion.
Ca)(tom(a Water's dividond growth
will be subpar in the near future for a
water utieity. Over the past five-and 10.
year periods, the company's dividend
growth has been a paltry (%, iow for even
a nonutility stock. For the next several
years we expect the payout to only grow
2%-3% versus about 596 for the industry.
Aii told, we think there are better o(y-
portunitios elsewhere. True, CWT s
yie(d Is about (00 basis points higher than
the Value L(ne average. Stfli, there are
other water utflities with similar yields
but better dividend growth prospects.
James A. Flood July 79, 2073

A) Baxic Eps Exd. nonrecumng can eouk May, Avg., and Hov ~ Dwif veinvaximeel pun gs Mmilionx, ad,naiad lkx splits(,, (4ek 01, 21"02. 4y; '11,41 Hexl asm. available. 10) Exclndile nonvW fev
uoe lepoil doe OHI.Allgeet (C) Ind. intangible axxeix In 'll: $100 mel„
(0) Dividends hnlodceey paid in late Feb., $044/xh.
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442'%50% American States Water has declared a
two-for-ono stock split. Investors
owning the shares as of August 15th wiii
receive an additional sharc for each one
they own effective September 3rd. (please
note: our l)gures do nof reflect the proposed
stock split7
A recent rate case had an overall rea-
sonable outcome. Though the allowed
return on equity was iow (9.43%), there
were no major surprises, and we think the

roundwork has been )aid for Golden State
ster (American States major subsidiary)

to experience growth of 6% 6% aver the
next three years.
We'e raising our earnings estimate
for American States Water. Caiifornla
regulators allowed the company to recoup
some previous costs In the March quarter.
This resulted in the company posting
share earnings of $ 0.69 a share versus our
$0.60 estimate. To reflect this we are in-
creasing our full-year earnings projection
from $ 2.70 to $ 1.66 a share. Moreover, we
are raising next year's per share earnings
by $0.10 to $ 1.95.
Nonutility operations are a core part
of American States'arnings. The com-
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BUSINESS: Amehart States Welei Cu opeiales as a buldieg
cumparty Through ils principal cubddiecy, Golden Slele Wale/
Cumperty, 8 suppges welei lo more Ihart 250,000 customers In 75
cummurtilies h 10 cuurtbes. Seivhe areas Iedude lhe giealei
melmpulilart areas el Lue Angeles ertd Oiaegs Cuurthes The cum-
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Pmxy). Cheirtrtert. Uuyd Rou. Piecidertl 6 CED; Rubeil J
Spiuwlc Irtc CA. Addr. 630 Eacl Fuulb0 Brelevartl, Sert Ulema
CA 91773. TeL 909.394 3600. Irtlemet wwwuswaler.em.

pany has been aggressively pursuing busi-
ness outside of Its core water utility activ-
ities for the past several years. Indeed, in
2012, more than 25% of Its income came
from water and wasterwatar contracts at
U.S. military bases. Currently. the compa-
ny is involved In ma)or construction at
Fort Bragg and Fort Bgss. And whiie the

hipeiina has slowed recently, we look for a
ong-term pickup In this business as the

U.S. Army seeks to privatize certain
aspects of Its operations.
The balance sheet should be able to
handle the stop-up in capital oxpoevd)-
turos. The company raised its projected
construction budget from $ 70 million to
$65 miiiion annually. This should be
managed whhout any deterioration to the
company's already so)id finances.
This equity has a Timeliness rank of 2
(Above Average). These shares may ap-
peal to momentum and Income-seeking In.
vestors (espoclaiiy given the recent hefty
14% dividend increase). Longer-term in-
vestors wiii probably not be attracted to
the stock's below-average total return
potentiai through 1016-2016.
James A. Flood July 79. Z(7/3
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wilh Ihe mei«lese«ce 4«d upkeep as was. Regulated epeishuas
made up 89 1% ef 2012 revenues. New Josey ls Ss biggesl maikal

Keap(ng expenses low Is Amoricau
Water Works'rime objective. The
company strives hard to keep costs In
check for more than the obvious bottom-
(lne reasons. Restrnfnfng short-term ex-
penditures helps to ensure good re)at)one
with the over 30 different state reguiatory
commissions that American Water must
contend w(th when applying for higher
rates. The company's expense ratio fell
1.3% last year, and it expects to shave an-
other 1% off the rate by 2015. We
highiight this fact because a utility's reia-
tlonshlp with its reguiators cannot be over
emphasized. And excellent operating mar-

Ins make It harder for regulators to hand
own harsh decisions.

Long-term Infrastructure oponding
will probably be sizable. American
Water's basic systems are old and in need
of repair and modernization. Capital ex-
endltures should auerage a hefty 51 bg-
Ion over the next three- to five-year period

as the company upgrades its water assets.
Internally generated cash won't cover the
entire budget. so American Water will
most likely have to take on more debt in
the coming years. We think an equity of.

accuuul'mg ler 2227 of revenues. Hss «wghly 7,000 emphyem
Depieda54« rate, 26% Ia'12 OlackRuck, fec, owns 103'4 of Ihe
common slack eutsla«dag. Olf. 8 dii u«e loss Ihae 1% (3I13

P«wy) President 8 CED; JSEiy 514*4. Chaiimau, Geoige Mack.
eerie Address 1015 Lsuiel Dek Road, Veeihees, NJ 00043 Tale-
phone 656-3464100 I«lemet www.amweler ceo.

faring would be appropriate, but the corn.

r
any believes its shares are undervalued.
herefore, the balance sheet could weaken

In the years ahead as more debt is Issued
to help cover these costs.
Enrn ngs and dividond growth pros-

acts are bright. With its good regu-
atory relations, lean cost structure, and a

much greater contribution from nonregu.
lated businesses, we think that American
Water has laid the framework for annual
earnlnR growth of about 10% through
20(6-2()18, which should enable dlvldond
rowth In the 7%-8% range. (In Mny.
mar(can Water raised Its quarterly pay.

out from $ 0.25 to $ 0.28, a healthy 1295 In-
crease )
Aii told, these shares are worth a aec-
ond look by incomo-oriontod invns.
tora. The combination of a dividend yla(d
about 60 basis points higher that the
Value Line universe's median and the
prospects of above-average dividend
rowth could make this stock worthwhile
or investors seeking current Income and

whose secondary concern Is long. term cap-
Ital appreciation.
James A. Flood July 19, 2(773
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30%

18

1. (8

33%

6

121

25%

1.1

321 3.42 3.85 4.15

6 .4 2. 166 80 U 1.0 113

I

436
11119

236
129

25%

L32 I

531 5.59

123 45 127.18

24.5 25.1

140 1.33

15'%3%

128 97

I.S

1.69

1.8%

2

6.96

34

I.gy

I.e%

1.

7.32

3

L70

1,96

7$0
135.37

249

28%

2M 23
8.12 8.51

136.49 137.97

231 21

1.51 f34
31% 31%

238
901

248 16
987 1tlg

2.6$ Cap'I Spending per sh
1225 Seekyalueyersh

I/M

Eey

21.9

140
2.0%

awu ice)
Vrtw
w c

Airg Ann'I P/E Ra

lhhlhe P/E Ralh
Avg Ann'I Ofv'd YeM

138.88 14035 14I.58 lffN Cenmon ebs

16$
11JB

2LO

1A0

2.9Y

496 e

912
533.5

92.0

CAPITAL STRUCTURE as nfl/31/13
Tolal Deb l $ 1645.4 mia Oue in 5 Ya $368 3 mia.
LT Oebl $ 1484 5 mill. LT Inlerest 550 0 m B.

(LT inleesl caned. 5 Ox; lola/ hiemal coverage:
4.1x) (51% nl Capl)

N2.5
95.0

627 0

97.9

3673 4420
673 80.0

393'%94%

51.4% 50 IPA

48 6% 500%

53$ Revenue(indi)
lM NetheSI mgl

712.0 757.0

144.8 153.f

6T05 726.1

1044 1240
394'5 392%

5 6yi 566%

44 4% 43.4%

815

2$0

40.IS
2.$%

329% 390% NOY NIS Income TM Rale
29% 31% 2$% 10% AFUOC%toNetPe/it

527% 52.7% 560% $6.PA LonpTermDebtRage
473% 47.3% Sike% N.9% Cnmnon E Rage

39 6%

51.Ni
48 4%

561%
45.9%

55 4%

44 6%Pension Acselc.12/12 $190 I ma
Dbag.5303,1 mil

Pfd Stock None
Common Slack 140.742,303 shares
as of 4/l3/I3
MARKET CAPC $4.6 blUhn d Ce

13557 1497.3

1824 3 2569.8
3450 Tnhl Capgal (Tm00

4358 Nel Plant 5

1904.4

2106 0

1690.4

2200.0

2191.4

2792.8

2306 6

2997.4

2495 5

3227.3

3158

4fle
2646 8 2929.7

3612.9 39362
69% 66% 80% 80% RehenonTotalCap'I

116% l1,0% 110% f20% RslumnnShaEqully
116% 'll.6% 120% 128% RelumnnComE

6.4% 67%
102% 107%
102yi 107%

6.9%

112%
113%

6.4%

10.0%

10.0%

5.9%

9.7%

97%

5.6% 59'5
9.4% 10.6%

94% 106%

5.7%

9.3%

9.3%

00%
I I.6%
113%CURRENTPOSITION 2011

NNLL)
Cash Assets 83

2012 3/31/13
2.8%

70%

42% 4.6%

59% 57%

4.9%

56%

3.7%

53%

2.7%

72%

46%
NB

43%
61%

4.0%

6$%

3.7%

65%

Relshwd lo Cnm Eq
AS Didds tn Net Prof

55 194
92 9 89 5
11 8 120

1507 92.1
~13

555 316
125 4 180 9
93.3 09.5

~24. 302.0
lee% Nau

Receivables 011
inventory (AvgCsl) 11.2
Other 220 0
Domini Assets 526$
Acus Payabh 68 3
Oebl Oue 804
Giber 277.0
Current L/ah 447
Rx. Ch 367%

BUSINESS: Aqua America, Inc. h Ihe holding company for wafer ofhce. Wafer mppf/ revenues '12 reridenliel, 605%; mmmerciel,
16.1%, Induckial 6 alber, 23 4% OSicea and dirednrc own 1.4%
ni Ihe common slack (4/13 Proxy). Chaiman 8 Chief Execudve Of.
Seer Nichnlss DeSenedicgs Inmqmraled: Pennsylvania. Address
762 Weel Lances/er Avenue, Bryn Mawr, Penney/var/is 19010. Tel-
ephone: 6 10 525.1400. Inlemet www.equaamerica cern.

end wastewater ub/ikes lhal serve apprnwma/s/y Ihree mrifmn res/-
danie In Pennsyhsea, Ch'e, Nnrlh Carnlna, Nweis, Texas, Naw
Jersey, Rnrida. InCiana, and five other scales. Divested Ihree of
four nanwaisr businesses In '91, lelemoke/ing gnmp in '93, and
elhea. Acquired AquaSnece, 7/03, Cnncumms Wafer, 4/99, snd

g Cnv Aqua America has announced a pro-
posed flva.for-four stock spiit. The
company wfli have a stock distribution In
which holders of the stock on August (6th
will receive their addltiona) shares an Sep.
tamber ist. (Please note that our l)goree do
nof re/7erf the split) Meanwhile,
Aqua should continuo to wheel and
deal in the years ahead. The company Is
pursuing a growth-by-acquisition strategy
as It buys up water companies around the
country. With its manager(s) expert(ac and
financlai wherewithal, Aqua can stream-
Una, better manage, and use nconomlcs of
scale to squeeze more proflts out of these
small utfllties. Year to date, Aqua has a(-
ready purchased seven water utflitles
with a goal of buying (3 mare ln 20)3,
compared to the (8 acquired tn 20)2.
Moreover, the company continues to sell
nonstrategic assets. ()n the flrst quarter, It
sold 65% of Its Florida operations and afl
of its Maine assets for a $ 0.08-a-sharc gain
that we have excluded from our numbers.)
The profi outiook for Aqua Is favor-
able. For starters, the company wfli
benefit from a complex "rapair tax ac-
counting change" that was made in late

20)2. This could add $ 0.(5-$0.20 to 20) 3's
bottom line. Moreover, Aqua Is making im-
pressive progress on the cast side (duo in

art to the integration of Its acquisitions).
perating and maintainenca expenses as a

percentage of revenues fell to 38% in the
firs quarter, versus 39.5% the similar
year-aRo period. AU told, we are raising
our full-year shara-net forecast by (OC, to
$ (.45. We are hiking next year's figure by
a simflar amount, to $ ).55.
Fracking is good for Aqua. The utiilty
entered into a Joint venture to bufld the
recently completed Marceflus Water
Pipaflne. By early this year, the pipe)inc
had already eflminated the need for (5,000
water truck trips on rural Pennsyivania
roads. Natural gas pricns have been rising,
so more drilling may take place In the
near future. In any case, we look for this
venture to start adding $ 0.05-$0,$ 0 a
share to annual earnings.
Aqua unexpectedly hiked its dividend
a hefty 8%. And, since we think a growth
rate simflar to this is sustalnab)e through
20(6-20(8, Investors seeking current in-
come may be attracted to the stock.
James A. Flood Ju/y /9, 2073

PeelANNUAL RATES
ef change Sech)
Revenues
"Cash Row"
Earn/ngs
Ow/dends
Book Vs/ue

Pact Esl'd'IBJ12
S Yrs le 06'M14Y

8
8
6
7
9

5%
5%
5%
5%
0%

7.5% 3
80% 5.
4.5% 9
80% 10
70% 7

.0%

.5%
5%
.59

.0'%OAETERLY

SEVEN/65 )$ mg)
Nar31 Jun.ig Sc .34 Dec31

Full
Year

Cal.
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160.5 176 5 207.8 179.3 726.1
163.6 1783 197.3 172.7 7120
1640 1917 2146 1873 7578
180.0 210 21$ 1gs Ne
TN 228 22$ 2N SN

2515
2011
Ã12
2013
2014

EARNINGS Pe)i SHARE x
Mar31 tunA S .30 ihc.31

Full
Year

Cal.
ender

.90
IN
109
IAS
1.55

.16 32 32 20
32 37 30 35
.19 .30 36 15
39 36 AS .35
.30 Ae .Sg .35

2010
2011
2012
20(3
2014

ONE(BILE OIVIDESDS PAID e ~

10 JBRA
Cal.

~ndar
Full
Yelf

35
.59
63
.67

135 .135 .135 .145
145 .145 .145 .155
155 .155 .155 .165
165 .165 .165 .175
175 .175 .19

2009
2010
2011
2012
2013

0+0
100
70

100

tg)
)

A) Nluled ega Exd. nanrec. gens Snsses) earnings report due lain July. ic) In miybm. adjucled for slack splice
9,(11$ );IN,2C;'01,2C,'02,5C 03,4$ 12, (0) DiwdendchahricalypadineariyMareh,
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January 30, 2004 WATER UTILITY INDUSTRY 1421

Thc EVater Utility Industry came under signifi-
cant pressure ill 2003. The majority of the oompa.
nice covered in the next few pages experienced
earnings declines last year, as unfavorable
»cather conditions resulted in weak demand for
water throughout the United States.

Infrastructure costs are expected to continue to
rise. As 0 result, fin&her consolidation appears to
be ineriiable. EVater utility stocks are ranked to
lag the market over the next 12 months. However,
conservative invcstoe» may find the rial=adjusted,
total.return potential of these issues attractive.

Dampened Results

51oet Of the Water companies in our Surcey Were
hampered by unfavorable weather conditions in 2003.
Ameriion Sioirs Water Co. and Cohfoiziia iyaier Sdn.icd
Group both most hkely Suffered year-over-year earnings
declines because of ihe cool, wet-weather conditions.
Aqua Amer ibr, formerly Philadelphia Suburban Corp.,
howevei, v as probably able to eke oui a modest gain last
year, despite the sluggish demand (Inve.tora should
nate that full-year results for each of the companies
covered in this industry were not available as of the date
of this issue'h publicalion.l Although weather conditions
are nearly impossible to predict, we expect more normal
weather to help the Water Utility Industry rebound in
2004.

Increasingly Strict Regulations

In order th slay in compliance vrith the plethora of
state and local regulations put in place to ensure the
health levels of drinking water, the Water UtiTity Indus-
try continues to face stricter purification standards.
Amended irr 1996, the Safe Drinking WaterAct (SDWAI
of 1974 authorizes the Environmental ProtectionAgency
(EPA) to ivork with state and local governments to
periodically test foi. impurities in drinking water and to
regulate the levels of contaminants that are acceptable
per a specified amount of water. These standards take
into account the health eflects of chemicals, measure-
ment capabilities, and technical feasibility. One of the
most signiacant contsminants that the industry screens
for is arsenic, s naturally occurring substance. These
laws and regulations are likely to continue to grow more
stringent as the threat ofbioterrorisrn against our water
pipelines has already prompted oificials to tighten regu-

INDUSTRY TBrlELINESS: 90 (of 97)

lation requirements.

Rising Infrastructure Costs

EVater companies are also feeling the pressure to
maintain and even to upgrade aging facilities. Indeed,
many water/lvastewater systems that are presentlv in
uue»ere built over 100 years ago and are outdated. The
costs associated with replacing these systems continue
to gro»'nd, according to the EPA, are expected to
venture into the hundreds of billions of dollars over the
next 20 years. Given the astronomical expenses, it
appears that long-term relief from the federal govern-
ment is needed. Nevertheless, for now, state and local
funding woes vrill probably leave the water companies to
cover most of the expenses.

Rapid Consolidation

The rising costs assodated with water purification
and facility upgrades are straining many of the smaller
companies in the water industry that do not have
suflicient cash flow and liquidity to foot the bill for the
costly improvements. Therefore, the industry haa seen
massive consolidation in recent years, as the smaller
operations have been forced to sell to larger suitors»dth
signiflcsntly greater capital resources. The larger utili-
ties are beneflting fram economies of scale, as well as
enhanced geographic diversity. In turn, the companies
are becoming less susceptible to state or regian-speci6c
problems and/or state requirements. Aqua America,
which has been acquisition-friendly aver the past few
years, is on the cusp of buying Heater Utilities, which
would likely increase its customer base fivefold in North
Carolina.

Investment Advice

Gro»th-minded investors ought to look elsewhere.
The water company stocks in this reriew are not timely
and o(fer little capital.gains appeal out to 2006-2008.
However, attractive dividend yields may appeal To
income-minded indiriduals. As always is the case,
though, potential investors are advised to carefully re-
view individual reports before making any new commit-
ments to these issnnn

Andre r/. Cosdonro

Cosrpcsits Siaiisii:s Water UtiTdy Industry
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FEDERAL RESERVE ress release

Release Date: July 31, 2013

For immediate release

Information received since the Federal Open Market Committee met in June suggests that economic

activity expanded at a modest pace during the first half of the year. Labor market conditions have

shown further improvement in recent months, on balance, but the unemployment rate remains

elevated. Household spending and business fixed investment advanced, and the housing sector has

been strengthening, but mortgage rates have risen somewhat and fiscal policy is restraining
economic growth. Partly reflecting transitory influences, inflation has been running below the

Committee's longer-run objective, but longer-term inflation expectations have remained stable.

Consistent with its statutory mandate, the Committee seeks to foster maximum employment and

price stability. The Committee expects that, with appropriate policy accommodation, economic

growth will pick up from its recent pace and the unemployment rate will gradually decline toward

levels the Committee judges consistent with its dual mandate. The Committee sees the downside

risks to the outlook for the economy and the labor market as having diminished since the fall. The

Committee recognizes that inflation persistently below its 2 percent objective could pose risks to

economic performance, but it anticipates that inflation will move back toward its objective over the

medium term.

To support a stronger economic recovery and to help ensure that inflation, over time, is at the rate

most consistent with its dual mandate, the Committee decided to continue purchasing additional

agency mortgage-backed securities at a pace of $40 billion per month and longer-term Treasury

securities at a pace of $45 billion per month. The Committee is maintaining its existing policy of
reinvesting principal payments from its holdings of agency debt and agency mortgage-backed

securities in agency mortgage-backed securities and of rolling over maturing Treasury securities at

auction. Taken togcthcr, these actions should maintain downward pressure on longer-tens interest

rates, support mortgage markets, and help to make broader financial conditions more

accommodative.

The Committee will closely monitor incoming information on economic and financial developments

in coming months. The Committee will continue its purchases of Treasury and agency mortgage-

backed securities, and employ its other policy tools as appropriate, until the outlook for the labor

market has improved substantially in a context of price stability. The Committee is prepared to

increase or reduce the pace of its purchases to maintain appropriate policy accommodation as the

outlook for the labor market or inflation changes. In determining the size, pace, and composition of
its asset purchases, the Committee will continue to take appropriate account of the likely efficacy

and costs of such purchases as well as the extent of progress toward its economic objectives.

To support continued progress toward maximum employment and price stability, the Committee

today reaffirmed its view that a highly accommodative stance of monetary policy will remain

appropriate for a considerable time after the asset purchase program ends and the economic recovery

http://federalreserve.gov/newsevents/press/monetary/2013073 I a.htm
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strengthens. In particular, the Committee decided to keep the target range for the federal funds rate

at 0 to I/4 percent and currently anticipates that this exceptionally low range for the federal funds

rate will be appropriate at least as long as the unemployment rate remains above 6-I/2 percent,

inflation between one and two years ahead is projected to be no more than a half percentage point

above the Committee's 2 percent longer-run goal, and longer-term inflation expectations continue to

be well anchored. In determining how long to maintain a highly accommodative stance of monetary

policy, the Committee will also consider other information, including additional measures of labor

market conditions, indicators of inflation pressures and inflation expectations, and readings on

financial developments. When the Committee decides to begin to remove policy accommodation, it

will take a balanced approach consistent with its longer-run goals of maximum employment and

inflation of2 percent.

Voting for the FGMC monetary policy action were: Ben S. Bernanke, Chairman; William C.

Dudley, Vice Chairman; James Bullard; Elizabeth A. Duke; Charles L. Evans; Jerome FL Powell;

Sarah Bloom Raskin; Eric S. Rosengren; Jeremy C. Stein; Daniel K. Tarullo; and Janet L. Yellen.

Voting against the action was Esther L. George, who was concerned that the continued high level of
monetary accommodation increased the risks of future economic and financial imbalances and, over

time, could cause an increase in long-term inflation expectations.

http://federalreserve.gov/newsevents/press/monetary/2013073 1 a.htm
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